Introduction
It is a great honor to be invited to deliver the Mahbub Ul Haq Memorial Lecture. Mahbub finished his graduate studies in economics and left Yale in 1956, a year before I began my own graduate studies there. He had set an exemplary record that those of us from South Asia who followed him at Yale, such as Bashir Karamali, Parvez Hasan, Syed Nawab Hyder Naqvi, Syed Naseem, and myself included, could only envy. In the late seventies, I interacted with Mahbub at the World Bank, where I spent three years at the Development Research Center. I still recall our discussions at the Bank about the Basic Needs Approach to economic development. As the Special Adviser to the UNDP Administrator, he pioneered the concept of Human Development and developed the Human Development Index (HDI). We resumed our discussions, this time on the conceptual and measurement issues related to HDI. Our debates were always friendly, and even though we strongly differed on development strategies, we were united in our belief that eradication of abject poverty and enabling each individual to achieve a fuller and richer life according to his or her own lights have to be the overarching objectives of any development strategy. The world of economics, and we in South Asia, lost a beacon of light, and a source of fresh ideas and innovations, when he was snatched away from us. Let me take this opportunity to pay tribute to his wife Bani, who is not only valiantly and successfully carrying on his legacy, * Samuel C. Park, Jr. Professor of Economics, Yale University.
I thank Jessica Wallack for her research assistance and valuable comments. A. R. Kemal, Mohsin Khan, Nicholas Hope and Ijaz Nabi also provided helpful comments. This is a longer and revised version of my Mahbub Ul Haq Memorial Lecture delivered at the 18 th Annual General Meeting and Conference of the Pakistan Society of Development Economists, Islamabad, Pakistan, January 13, 2003, to appear in Pakistan Development Review. but also contributing in her own right to furthering economic and social development of South Asia.
Economic Reforms: Background
When countries of South Asia became independent after the end of the Second World War, to varying degrees they adopted an inward-oriented development strategy that emphasized import-substituting industrialization and accorded a dominant role to the state in the articulation and implementation of the strategy. This was natural, given that leaders of the independence movement identified the colonial regime of economic management with laissez-faire capitalism, and viewed its liberal foreign trade policy as driven primarily by considerations of generating exportable surpluses of primary commodities and ensuring that the markets in the colonies were accessible without significant barriers to imports of manufacturing from metropolitan countries. It is nevertheless a fact that, even without significant tariff or non-tariff barriers to protect them, substantial industrial capacity was created in pre-partition India in the late 19 th century and between the two World Wars. A number of indigenous, family-based and fairly large-sized, industrial conglomerates had emerged and controlled a large share of domestic industrial output.
In other words, an entrepreneurial class existed at the time of independence which could have spearheaded development. Still the then prevailing basic distrust of the market, and a view of Although economic liberalization began hesitantly in the mid-eighties, a rethinking of the state-led, inward-oriented development strategy in India came about only after the macroeconomic and balance of payments crisis in 1991 1 . The hesitant liberalization of the 1980s, coupled with fiscal expansion, financed by domestic and external borrowing at non-concessional terms, led to a sharp acceleration in growth to 5.8% per year on the average. However, it was unsustainable, given the growing fiscal and current account deficits. The rising political uncertainty with three changes in the Prime Ministership during 1980-91, and the pressure on balance of payments following the steep rise in oil imports with the outset of the Gulf War, triggered the crisis of 1991. As is to be expected, India had to seek the assistance of the International Monetary Fund and the World Bank in meeting the crisis. However, I believe that once the immediate crisis management had been completed, a rethinking of development strategy would not have followed but for two critical events. The first was the economic and political collapse of the Soviet Union whose Central Planning and state control of the economy were the models for India. The second was the spectacular economic growth of China since its economic liberalization and opening to foreign trade and investment in 1978. The fear of being left behind by China, with whom India had fought and lost a border war in 1962, motivated a reevaluation of India's development strategy and the initiation of system's reforms in 1991.
After a drastic fall in GDP growth in the crisis year, the economy recovered. The average rate of growth of the decade of the 1990s after the reforms was around 6% per year. In fact, in the last 1 The ascendance to power of conservatives Margaret Thatcher in Britain and Ronald Reagan in the United States gave a strong impetus to economic liberalization in the West. Apparently, even President Mitterand of France, whose regime had nationalized major industries during 1979-83, reversed himself later and emphasized market mechanisms and privatization (APFOL, 2002, p. 4) . The sovereign debt crisis in Latin America of the early 1980s also contributed to a climate of withdrawal of the state from economic activity.
two decades of the twentieth century, India was among the top ten fastest growing economies of the world.
Economic Reforms: Liberalization of Foreign Trade and Investment, Privatization and Regulation
The systemic economic reforms undertaken in 1991 included the dismantling of a whole host of controls on foreign trade and investment. The rethinking also involved the role of the state in the economy--in particular, its ownership and operation of enterprises producing goods and services for which there was social rationale. The aggregate losses of non-financial public enterprises added to the overall fiscal deficit by about 2% to 3% of GDP in 1991. A policy of divestment of part of public ownership, without transfer of managerial control, was initiated. It took several years before the word "privatization" was no longer politically incorrect. First a department, and later a ministry, were created and a minister with cabinet rank appointed to carry forward the process of disinvestment. However, until about 12-18 months ago, the extent of disinvestment in India as a proportion of the value of the assets of the public sector was extremely modest, with essentially one enterprise, a public sector bakery, having been fully privatized. Since then the pace accelerated, with major disinvestments in telecommunications, but only to be stalled in the final months of 2002 when the proposal to sell two public sector oil companies was temporarily postponed 2 . Even including the successful telecom privatization, some estimates suggest that India has been able to achieve only 40% of the targeted privatization with last two years.
Pakistan was clearly ahead of India in initiating the process of privatization. According to Kemal (2000) , the process started during the mid-eighties, and several public enterprises were identified for partial disinvestment of their shares. However, no concrete progress was made except for the sale of 10% of shares in Pakistan International Airlines by guaranteeing a 12.5% rate of profit to buyers. Dissatisfaction with its slow pace and failure to divest some profit as well as some loss making enterprises led to the establishment of a Privatization Commission in 1991 by the Nawaz Sharif government, which came to power in November 1990. It identified 112 units to privatize in the initial phase and succeeded in privatizing 68 units. But after it went out of power in 1993, the pace slowed down and resumed only after 2000 (APFOL, 2002, Chapter III) . Although a much larger share of public assets have been divested in Pakistan compared to India, some observers, including Kemal, view the outcomes of privatizations as ambiguous at best.
The governments in India and Pakistan are clearly committed to accelerating the pace of disinvestment, although in India it is open to doubt whether this commitment is shared by all members of the multiparty coalition cabinet or confined only to the Prime Minister and the Disinvestment Minister. However, it is also clear that a convincing case is yet to be made in either country, based on actual experience with privatization thus far, that it has by and large achieved its objectives and that further privatization is essential for achieving more rapid, efficient, and better distributed growth. In the rest of my talk, I will begin with the analytics of privatization, in particular, whether or not a change in ownership per se from public to private hands would lead to beneficial outcomes. My discussion will highlight the distinction between activities or sectors in which significant competition to a privatized enterprise could be reasonably assured, either because it already exists or could be brought about through policy. In an activity which happens to be a natural monopoly, clearly competition is ruled out. In other activities, scale economies together with market size could sustain only a few firms. In either case, a regulatory framework has to be established to ensure that privatized firms make pricing and output decisions that are socially optimal. I will briefly touch on what economic theory has to say on regulatory frameworks.
Much of the large literature on regulation presumes that regulated activities operate in an otherwise competitive economy in which governance problems are absent. Put another way, the literature mostly deals with issues of competition, privatization and regulation in an economy with no significant distortions. Also, the literature by and large implicitly assumes a closed economy. I need hardly remind this audience that distortions are rampant, and problems of governance are extremely serious in the economies of South Asia. Among the distortions of major significance, one has to include labour and bankruptcy laws. Also our process of privatization is part of a broader programme of economic liberalization, including most importantly, integration with the world economy. One well-established result from the general theory of distortions, and of the second best policies, is that reforms which would have led to greater efficiency and welfare in a distortion free economy, need not do so, as long as some distortions remain even after reforms. My point is that privatization need not lead to the beneficial outcomes in our context, if it accentuates the effects of the continuing distortions. I will illustrate this with some example later on. After my brief review of theory, I will return to the very interesting discussion of Pakistani privatization by my friend Dr. A. R. Kemal and also Parvez Hasan, with whom I have interacted and been friends with since the days long ago when we were both graduate students at Yale. I will then conclude.
Privatization--Some Analytical and Policy Issues 3
Since privatization by definition involves transferring from public to private hands a part or whole of the ownership and control of an enterprise or activity producing goods and services, it is useful to remind ourselves of the rationale for such enterprises to be publicly owned in the first place. It is well understood that extending the role of government beyond strict governance (maintenance of law and order, defense and civil administration, control of currency and money supply, enforcement of contracts and property rights) requires justification. Such a justification often is based on some form of market failure, including coordination failure. Again, conventional economic reasoning suggests that market failure is very likely if the commodity or service involved has the characteristics of a public good or its production technology is subject to significant scale economies. Coordination failure was the basis of the big-push development strategies of Rosenstein-Rodan (1970) . He argued that investment in any of one of several activities in isolation would not be profitable, but simultaneous and coordinated investment in all of them would make each profitable. Both because the scale of such a coordinated investment package was deemed beyond the capacity of the private sector to mobilize, and even if it was within the capacity, because coordination would not materialize on its own, he suggested that the state had to undertake at least a coordinating role, if not undertake the investment by itself. This is not the occasion to revisit the debate and vast literature on the role of the state in development. Let me first mention a few points relevant to the present discussion, starting with Avinash Dixit's (1996) characterization of the state implicit in the early development literature.
First it was deemed omniscient: it had all the information needed to fulfill its assigned role. (Husain 1999a (Husain , 1999b . This class, in Husain's view, pursued a model of growth with three ingredients: a succession of strong leaders who exercised almost dictatorial powers, a powerful bureaucracy that implemented the leader's dictates, regardless of their legality or relevance to larger public interest, and a supine population that meekly submitted to the demands of leaders and their bureaucratic henchmen. It would be foolish of me to speculate whether Governor
Husain's analysis still holds in large measure-but if it does, the prospects of successfully reforming Pakistan's economy would be considerably diminished.
Before discussing the alternative methods of privatization, let me draw an important distinction between enterprises that produce goods and services that are sold in a potentially competitive market, and public goods and services produced under significant scale economies so that sale in a truly competitive market is infeasible. In such a situation, privatizing a public monopoly has to be accompanied, if not preceded by the creation of a regulatory framework. In the case of the first category of enterprises, issues of privatization are relatively straightforward.
Although the domestic market could be potentially competitive, it might not be in reality. For example, in the hey days of the licence-permit-raj in India there were significant entry barriers.
Aggregate capacity to be created in any industry was determined by the target set in each fiveyear plan, and this capacity was allocated (in a discretionary and nontransparent manner) through industrial licensing among applicants. In such a system, there were obvious incentives for producers already in the industry to secure a licence for additional capacity merely to prevent someone else from getting it and competing with him. Sometimes the licenced capacity was not installed by the licencee due to his fear that doing so and adding to output would erode his monopoly or oligopoly rents. In any case, with relatively few enterprises accounting for the bulk of the licenced capacity (and in the case of traded goods, imports being restricted through import licensing), competition was severely constrained in such industries.
Of course, once capacity and import licensing are abolished, as they have been, in principle significant competition would ensue, although tariff barriers could protect some inefficiency. In India, competitive pressures from imports from China led Indian producers to ask for and receive additional protection in the form of anti-dumping duties on Chinese imports.
I happen to believe that whether it is U.S. steel producers or Indian producers of substitutes for imports from China, the charge of dumping by external competitors is just a means for getting a protective shelter for their own lack of competitiveness 4 . Be that as it may, for most internationally traded goods, each of which has many substitutes, opening the economy to trade, with very modest tariffs, if necessary, ought to be adequate to ensure competition, provided users are well-informed of characteristics and costs of alternative products. Information issue is salient for differentiated products, particularly consumer durables and also for drugs and pharmaceuticals. Information asymmetries could be a source of serious market failure if consumers have to rely on physicians (who in turn depend on salesmen) for information on medicines. For all these reasons, consumer protection laws and competition laws relating to restrictive trade practices also have a role to play in ensuring competition along with trade liberalization.
Public production and provision of goods and services which generate externalities or have the characteristics of public goods is a common practice. The fact that in a competitive equilibrium, goods that generate positive (negative) externalities would be under (over) provided is not in itself a justification for their production in the public sector, since there is the alternative of optimally subsidizing (taxing) private production or consumption. The real issue is whether the fiscal system is less efficient or cost-effective compared to public production and provision of such goods. Clearly, there are well understood information problems, but these arise in either case.
Turning now to objectives of privatization, the mission statement of the Privatization Commission in Pakistan, as quoted by Kemal (2000) , expresses them well:
"Privatization is envisaged to foster competition, ensuring greater capital investment, competitiveness, and modernization, resulting in enhancement of employment and provision of improved quality of products and services to the consumers and reduction in the fiscal burden" (144).
Kemal's paper also discusses various modes of privatization adopted in Pakistan and elsewhere, varying from outright liquidation, sale of assets through various means such as sale of equity in stock markets, through financial institutions, auctions (sealed and open bid), private placement and strategic sales. In discussing provision of public goods, I have already alluded to allowing the private sector to supply such goods while ensuring that efficiency and distributional objectives are achieved through the fiscal system of appropriate taxes and subsidies to the relevant producers and consumers or through price controls and cross-subsidization. Other alternatives to sale of public assets to the private sector are franchising and leasing.
In comparing alternative modes, one has to keep in mind that the basic objective is to realize the maximum value or return from the assets being sold or leased. Here again it matters a great deal whether there would be adequate competition among potential purchasers and whether informational asymmetries are present. For example, there is a very well-developed theory of auctions, and its insights have in fact been used in the design of spectrum auctions, for example in the United States. However, even in industrialized countries in telecommunications auctions overbidding, based on what turned to be unrealistic expectations ex post of the size and profitability of the market, has been observed. Overbidding might also be strategic and could lead to a hold up problem.
The intended sale of two publicly-owned petroleum companies in India was postponed for a time, in part because it was feared that the successful purchaser would turn out to be one who already has a major stake in the industry, and this would enhance his market power.
Incidentally, one of the foremost auction theorists, Robert Weber, recently suggested at a conference on Game Theory in Mumbai, that an appropriately designed simultaneous auction of the two companies would raise the maximum revenue without the winner running into the winner's curse. Interestingly, the Nobel Laureate John Nash raised doubts about the efficacy of the procedure suggested by Weber for the reason that there could be a non-serious bidder whose main job is raising the cost for other bidders in such simultaneous auctions and the seller has licensure that there is no such bidder (Economic Times, January 6, 2003). Turning insights from theories developed for advanced countries into practical proposals for poor countries such as ours with serious problems of corruption is not simple. Determining a fair value of public assets offered for sale, designing a transparent, fair and manipulation-free sale process, ensuring that hold ups and ex post renegotiations do not occur, are difficult issues conceptually and practically.
Conceptual difficulties arise from the fact that developing economies are hardly ones with complete markets with players who have rational expectations and in which informational asymmetries are absent. Given that privatization is relatively recent in our region, it is but natural that mistakes occurred though hopefully learning from mistakes has occurred as well.
Let me cite a very interesting and instructive analysis by Lopez-de-Silanes (1997) of the auction prices realized from privatization using firm level data for all 236 Mexican companies privatized between 1983 and 1992. He found that on an average, net prices (net of any cost of restructuring incurred prior to auction) were only 54% of the value of the public assets auctioned.
He attributes the low realization to three factors: restrictions limiting participation, and hence competition, in auctions; excessively long process of privatization that allowed deterioration of incentives and performance of firms between the time of announcement of intention to privatize and of actual sale; and finally restructuring measures that merely delayed privatization without increasing realized prices. His estimates suggest that realized prices would have risen to 71% of the value of assets had the government emphasized speed, succeeded in divesting assets one year less on the average and fired the Chief Executive Officer as the only restructuring measure.
It is often argued in both India and Pakistan that first, profit making public enterprises
should not be privatized, and second, realized sale value of such an enterprise in competitive markets with players with perfect foresight will yield no surplus for the state over discounted present value of future profits. This argument is not so sound. Unless the publicly owned enterprise is already earning maximum profits so that no private entrepreneur bidding for it could possibly earn more, which is unlikely, the second argument is not valid. The first is based on an invalid premise. The issue is not whether or not an enterprise is making profits and earning the market rate of return, but whether there is any social rationale for it to be in the public sector. If
there is none, it should be privatized. If it is profitable, but earns less than the social cost of capital, it should be privatized. More generally, it is not so much the actual loss or profits at often distorted prices that should determine the decision to privatize. Simply put, if there is no sound social rationale for an enterprise to continue to be in the public sector, such as for example, the lack of an environment in which the privatized enterprise would operate efficiently, it should be privatized.
Before turning to creation of regulatory frameworks for privatized monopolies, quasimonopolies and the financial sector, let me raise some issues regarding privatization that are peculiar to India and Pakistan. Our public enterprises are over manned, and the workforce is overpaid relative to productivity. They provide subsidized housing, health care, and other benefits to workers, and saddled with ostensibly social responsibilities for which they are inadequately compensated. It is no surprise that employees of such enterprises fear being let go and losing some benefits were the enterprise to be privatized. But benefits expected from privatization would obviously not be realized if the privatized enterprise is constrained from rationalizing its labour force or, in effect, have to buy workers off with expensive separation payments. In fact, anticipating such problems, potential buyers would either not bid or bid less than what the enterprise would be worth had the constraints not been present, as the analysis of Lopez-de-Silanes demonstrates. There is no doubt labour laws, which have remained out of touch with realities of labour markets, have raised the costs of hiring and firing workers. Indeed, the use of casual substitute labour hired on a short-term basis, and of contract labour are responses to the dysfunctional labour laws. Ironically, while private enterprises often get around the labour laws through such practices at some cost that adversely affects their competitiveness, public enterprises are unable to get around them. This not only affects their performance but reduces the chances of their realizing their value if they are successfully privatized. This being the case, it is not surprising that public enterprises often do not perform much better after their privatization than before.
Another issue that needs some analysis is whether public enterprises should be restructured before they are put up for sale, instead of on an as is where is basis. It is argued that such restructuring would raise their sale value. Needless to say that restructuring would cost resources and a private buyer would offer no more to a restructured enterprise than it would have cost him to do it himself were he to buy it on an as is where is basis, and he would spend just as much on restructuring as would be justified by the discounted stream of additional returns from restructuring. Under the circumstances, unless there are reasons to believe that the cost to the government of restructuring is less than what the buyer would have spent, restructuring prior to sale is a money-losing proposition. Once again, the analysis of Lopez-de-Silanes (1997) confirms this expectation.
Finally, there is the issue of whether amounts realized from sales of public assets should be used to pay off public debt or be treated as current revenues and, in effect, used to reduce the level of fiscal deficit from what it would otherwise have been. At one level, the first option seems eminently reasonable--the revenues from sales of assets should be used to reduce liabilities. But on reflection, it is not that obvious: after all, if the government were to use its revenues optimally, then the marginal value (in terms of the government's objective) of a rupee of revenue in any of its uses, whether for reducing debt or deficits, would be the same. Put another way, paying down debt by a rupee saves future flows of servicing a rupee of debt. On the other hand, using it to reduce an exogenous fiscal deficit by a rupee means that a rupee of debt, which otherwise would have been created with its own future debt-service obligations in financing the deficit, would not be created. Thus there is essentially no difference from this perspective between the two alternative uses of privatization revenue. However, there is a political economy argument in favour of using it to pay down debt, namely, it would put greater pressure on bringing down the fiscal deficit. Whether this is a persuasive argument in the political economy of India and Pakistan, in which only a crisis seems to motivate reform of any kind, is arguable.
Regulation
The economic theory of regulation, which was initiated by the late Nobel Laureate George Stigler (1971) and Judge Richard Posner (1971) more than three decades ago has attracted many theorists to contribute to it. Sam Peltzman (1989) reviewed the state of theory following a decade of deregulation in the United States. The French economists Jean-Jacques Laffont and Jean Tirole (1986a , 1986b , 1990a , 1990b , 1991 , 1993 have written extensively on various aspects of regulation, including a very recent (2001) volume on telecommunications. Their work on network pricing jointly with P. Rey is also relevant (Laffont, Rey and Tirole, 1996a and 1996b) . Other major contributors include Paul Joskow (1989 Joskow ( , 2000 , Richard Schmalansee (1989) , and many others. Judge Richard Posner pointed out that one of the functions of regulation is to redistribute and allocate resources, functions that are normally in the domain of fiscal authorities. Posner's recognition of this function arose from the failure of the two traditional views of regulation, either that it is primarily to protect the public (at least large subclasses of the public) against monopoly or that it is procured for their own protection by politically effective groups, assumed to be the members of the regulated industry itself, to explain why in many regulated industries many services continue to be provided at lower rates and in larger quantities than would be offered in an unregulated competitive market or, a fortiori, an unregulated monopoly. Given the limited experience with regulation in South Asia, it is unclear whether regulatory agencies are performing fiscal functions. For the same reason, it is too soon to tell whether the theory of regulatory capture analyzed, for example, by Laffont and Tirole (1991) , is of relevance.
One of the main points emerging from the vast literature is that many of the goals of privatization could be achieved, sometimes at lower cost, through other policies (Yarrow, 1986 ).
Simply privatizing a firm, that is changing its ownership, will not guarantee any significant efficiency improvements. Caves and Christiansen (1980) studied privately and publicly owned Canadian railroads and found no evidence that public ownership is inherently less productive than private ownership. The more important issue is how privatization changes the incentives of those who would be managing the enterprise. Thus privatization is just one means to this end, and in the case of natural monopolies, must be accompanied by regulation to ensure incentives for efficient, low-cost service provision. An early study by Davies (1971) showed that a regulated private airline in Australia was much more economically efficient than the public one.
The notion that privatized public monopoly would maximize profits at the cost of social welfare is not supported in theory. The reason is that public monopolies do not always maximize welfare, and a regulated private monopoly cannot ignore social welfare impacts of its actions.
Thus in a well-regulated private monopoly, considerations of efficiency on profit and social welfare would be balanced in an appropriate fashion.
The literature on alternative modes of regulation such as rate of return regulation, price regulation, particularly pricing of access to telecommunications networks and power grids, cost plus contracts and so on is again rich and vast. The literature also brings into the analysis in an essential way issues of asymmetries of information such as, for example, information about technology and cost reducing actions being private to regulated firms and unavailable to the regulators. Consideration of such asymmetries has led to the analysis of incentive-based regulation. The forms of such regulation include procedures or formulas for adjusting allowable prices as costs or realized rates of return change relative to some norm, yardstick approaches in which a firm's performance is evaluated relative to others, and incentives tied to cost or performance components. Finally, the literature also addresses various political economy issues, including how citizen vigilance or presence could be harnessed to monitor the performance of regulated monopolies and the use of the so-called "sunshine regulation," which seeks to use public opinion to regulate electricity, transport, etc., and has had some limited success in Great
Britain.
The literature is rich with alternative models on the basis of which optimal regulatory rules, applicable to a wide variety of contexts, are derived. This is not an occasion to delve deep into the assumptions of various models, their algebraic formulations and derivations of rules. Let me just cite a few broad conclusions from the literature that are of relevance to us. Consideration of distributional equity are better left to be tackled through other policy measures than through pricing and regulatory decisions. The relevance of this finding is painfully obvious from the disastrous experience with subsidies in health care, education, power, and irrigation. In industries in which scale economies are large, efficient marginal cost pricing would lead the firm to lose money. In such a case, the issue is whether one should give up insisting on marginal cost pricing and look for second-best optimal pricing rules given the constraint that the firm breaks even, or whether the firm's losses should be compensated and the resources needed for such compensation being raised through non-distortionary means. Although the latter is the first-best solution, its limitations from the perspective of implementation are many.
Another issue relates to pricing of access to networks, an inevitable consideration in electricity and telecommunications sectors in which there are potentially competitive parts of services that could be unbundled (Vickers, 1997) . There are two main approaches to this issue.
The first is to unbundle the vertically integrated monopoly and bar its spin-off facility that retains the network from entering the competitive segment or to preserve the integrated firm, allow competition in the competitive parts, ensure access to the network for the competitors, and regulate access prices. In the latter case, regulation is complicated: regulated access prices, as well as any other service charges, have to be such that they do not create over-entry into competitive segments, future investment in the regulated monopoly is not discouraged, and incentives for inefficiently bypassing the access provided by the regulated firm do not arise.
Two common access pricing rules are the following: one links access price to the reduction in the integrated monopoly firm's profits because of providing access to competitors in other segments to its network. The other sets access price to equal direct cost of access plus the opportunity cost to the integrated provider firm providing access. Clearly, if and when our electricity sector is truly reformed the issue of the pricing of access to transmission networks would have to be faced. Telecommunications reforms are further along in both countries.
India's regulatory authority, the TRAI, is currently grappling with the issue of access across the three segments: mobile (cell), fixed-line, and limited mobility wireless, while recognizing that universal service obligations apply only to the fixed-line segment.
Before concluding this section, let me draw on the Indian experience with power sector reform to illustrate how politics can frustrate reform efforts. Until recently, almost all of India's electricity generation, transmission and distribution were in the hands of State Electricity Boards (SEBs), which are monopolies owned by each state. After the introduction of irrigationintensive green revolution technology for rice and wheat crops, electricity use in pumping irrigation water from tube-wells increased enormously. With its emphasis on attaining food self-sufficiency and the expansion of the Public Distribution System (PDS), the government guaranteed purchasing whatever amount of foodgrains farmers offered for sale at the so-called minimum support prices so that farmers had the incentives to adopt the new technology without running the risk of price falls from expanded output. Government meant to purchase only what was needed to run the PDS at higher procurement prices. In addition to price support, subsidies on inputs including electricity, irrigation water from public canals, and fertilizers were offered.
Over time the distinction between minimum support prices and higher procurement prices disappeared, the latter in effect becoming the former. Also a strong farm lobby emerged which succeeded in ensuring that procurement prices rose over time and subsidies expanded. In particular, subsidies on electricity sales to farmers expanded with some states giving electricity away free to farmers. Subsidizing inputs including electricity increases their use. To the extent input-intensification per unit of land increases yields per hectare and output the fiscal cost of high support prices rises. Further, excessive pumping of water with subsidized power leads to lowering of water tables, water-logging, and salinity. Apart from heavily subsidized and free sales to farmers, there was widespread theft of electricity 5 . Even with higher charges to commercial users, the loss from theft and subsidized sales could not be covered. The state governments, the owners of SEBs, were themselves running fiscal deficits to which the losses of SEBs were a major contributor. The redistributive public finance aspect of the subsidies is most likely to be regressive: the beneficiary farmers are not necessarily the poor, and any distortions, either in taxes levied to finance the subsidies in part or other price distortions induced by the subsidies are likely to hurt the poor more than the non-poor. Besides, this convoluted redistributive process is opaque 6 . The poor finances of the SEBs meant they nor the state governments were in a position to finance needed investment in capacity. Their financial condition naturally limited their ability to borrow and invest. Under these dire circumstances, it is no surprise that a decision was made to invite private investors, domestic and foreign, to invest in power generation. Given the urgency, expedited procedures for appraising proposals and devising appropriate contracts were adopted. Enron was one of the foreign investors that signed a contract to invest in a massive power plant near Mumbai in the state of Maharashtra.
The saga of Enron illustrates the many problems, both of economics but more importantly of politics, that plague privatization in South Asia. To start with politics, the then government in power in the state, controlled by the Congress Party, negotiated the deal for the first phase of the investment with Enron, which included a power purchase agreement (PPA).
Before Enron began the construction, the Congress Party was defeated in an election to the State Assembly. The Shiv Sena, which won, had campaigned against the Enron deal, accusing the Congress Party of corruption in giving away too much to Enron under the PPA, and announced it would scrap the agreement if elected. But after a visit by Ms. Rebecca Mark, then a senior executive of Enron, to Mr. Bal Thackeray, Leader of the Shiv Sena, the party agreed to go ahead with the investment, not only its first phase but also an even larger second phase. The PPA was revised, but not in any major way. Interestingly, it became public later than Enron claimed to have spent several million dollars in "educating" Indians about the agreement. I need not spell out who the beneficiaries of this "education" might have been! Both phases of investment were completed during the term of the Shiv Sena government and power generation began. At the next election, the Shiv Sena government was defeated and a coalition, including the Congress Party, came to power. The new government refused to buy power from Enron's plant as it had become too costly. Eventually, the plant shut down and as of now, the massive power plant is idle. In the meantime, Enron has gone bankrupt, other lenders including Indian banks in the financing of investment, are still struggling to find ways for starting the plant.
Several features of this story are worth noting. First, the purchaser of power generated by Enron was the monopoly, the Maharashtra SEB. Given that it was bankrupt, Enron insisted on and obtained a guarantee of payment for electricity it sold to the SEB from its owners, the Maharashtra state government. Since that government itself was in financial stress, Enron obtained counter-guarantees from the central government in case the state government failed to pay! Clearly, the facts that the bankrupt SEB was the sole purchaser and the fiscal mess of the state government to which the losses of the SEBs contributed a significant extent dictated the guarantee parts of the deal. However, the PPA itself had aspects which reflected in part the weak bargaining position of the government given that they were desperately seeking to increase power generating capacity 7 . In the PPA, Enron managed to pass on to its purchasers, the State Electricity Board, exchange rate risks as well as risks from fluctuations in imported LPG, the gas which was the fuel for the plant. Further, the gasification plant, which was of a scale much larger than needed for supplying gas to the power plant, was deemed part of the power plant, and its capital costs were included in the price of power under the PPA. Thus business risks, normally borne by a supplier, were shifted to the purchaser through higher purchase prices in the event of an exchange rate depreciation or a rise in world prices of imported gas. I am skipping other aspects of the PPA, including the fact that capital charges remain fixed as variable costs moved with the plant local factor. In any case, as the exchange rate depreciated and LPG prices went up, the price of power under the PPA became too high for the SEB to afford to buy, given that its average selling price to users could not be revised.
This episode illustrates how an attempt to privatize a part of an integrated monopolized sector which itself was subject to politically determined sale prices, could go awry. Now moving forward in power sector reform, some Indian states unbundled generation, transmission and distribution and allowed private sector to enter generation. Only two states, Orissa and Delhi, have privatized distribution. Many have established, ostensibly independent, regulatory commissions for the setting of electricity tariffs. Yet there has been no significant improvement in the overall power situation, even after a decade of opening up private sector accounts for only 7 APFOL (2002) points out that Pakistan government had guaranteed a higher price for electricity to independent power producers (IPPs) than the state producer and distributor, WAPDA, was charging. This created a financial burden on WAPDA which eventually raised the tariffs for consumers. The award of contracts to IPPs was also apparently riddled with corruption. A national market for good quality (i.e. constant voltage) and reliable (no brown-outs and black-outs) power, with a variety of market instruments such as sale and purchase in spot markets, and contracts for medium to long term and appropriate time-dependent pricing is a distant dream in India and Pakistan. But there is no harm in dreaming--sometimes, dreams become realities. One of my dreams is a South Asia-wide electricity market, based on a grid linking Bangladesh, India, Nepal, and Pakistan (and perhaps even Sri Lanka), and regulated by a regional agency. My dream gets even more fanciful on occasion, and visualizes a South Asiawide energy market with grids, pipelines, road and rail transport being used for transporting various forms of primary and secondary energy.
Turning away from dreams to reality, the harsh consequence of the poor quality and reliability of the electric system has been costly captive power generation, not only by industrial enterprises but even by commercial establishments, including retail shops. Were the system to be more efficient and to deliver reliable good quality power, and were it to be economically priced, it is very likely that less additional capacity needs to be created for meeting the expected growth in demand. There is also some empirical evidence suggesting that those (e.g. farmers)
who are provided subsidized or free power, but of poor quality and reliability, would be willing to pay for better quality and more reliable power.
In contrast with the poor record in reforming the power sector, telecommunications reform and privatization has been a spectacular success in India, and I am sure in Pakistan as well, if success is measured not only in terms of the revenue generated for the government from auctions, but also the dramatic fall in the cost of long distance telephone calls, domestic and international. The quality of service has improved greatly as well. On the other hand, in terms of universal service provision, the post-privatization performance is not an unambiguous success.
There are several reasons for the relative success of telecommunications reform including, first, the fact that with low tele-density, even though there was cross-subsidization of local by long distance users, there was no strong and entrenched lobby opposing rebalancing of tariffs.
Second, unlike electricity reform where a price rise was expected by almost all users, even though to a greater extent in some cases than others, it was universally expected that the cost of telecommunications service would fall with privatization and reforms. Finally, rapid advances in telecommunications technology made dependence on traditional wire-based telephony much less of a constraint.
This is not to say that the reform process was smooth in India. Part of the problem was that telecom privatization and reform was fairly recent even in rich countries and experience was thus somewhat limited. Second, when the Telecom Regulatory Authority of India (TRAI) was first established, the Department of Telecommunications (DOT) was not only responsible for making telecommunications policy but was also a major supplier of telecom services through a large public enterprise owned and operated by it. Thus TRAI was in an anomalous position as a regulator, having authority to regulate over enterprises owned by an agency which also dictated policy! Eventually, the public enterprises were made autonomous, corporatized and independent of DOT. Within a few years of its establishment, TRAI itself was reorganized with the creation of a separate tribunal to hear appeals against the ruling of TRAI. The rapid change in technology has not made the task of TRAI any easier-in the first half of 2003, a private operation introduced limited mobility wireless telephony and challenged both the cell and fixed line firms.
This induced a price war going on with consumers benefiting from steep falls in prices. It is too soon to tell whether a relatively stable structure has emerged in the industry.
One other cautionary tale about Indian telecom reforms is worth recounting. When bids were sought for provision of certain services, there was what turned out to be ex post overbidding. It is hard to tell whether overbidding was strategic or it was simply due to an overoptimistic forecast of future demands and revenues. In any case, once the winners realized that they cannot afford to pay the licence fee they had bid, they clamoured for a revision of their contract. In effect, they held up the government: either it renegotiated the contract or else the firm would go bankrupt and the promised service would not be provided. The government in effect conceded defeat by renegotiating the contract into a revenue sharing one, rather than a fixed fee one. The lesson I draw from this is that designing an auction which is collusion-proof, generates the maximum revenue, and above all avoids hold-up and renegotiation, is exceedingly complex.
Turning now to the vital financial sector, state-owned units continue to dominate in both our countries. The state acquired a large share of the investible resources of the financial sector for its use at low cost through various liquidity and reserve requirements, and had a large say, through various credit allocation mechanisms, in how the resources left with the banks were used. Of course, in both India and Pakistan, the nationalized financial sector was repressed until recently through controls on deposit and lending rates. In the era of economic reforms, we have moved forward with some privatization and removal of controls on interest rates. However, real interest rates are still comparatively high primarily because of the floor set by administered interest rates on small savings and provident funds. The government is now borrowing at market rates rather than use the financial system to finance part of its deficit. In this era, regulation of the financial system, including enforcing adequate capital requirements, has assumed great importance.
There are many open issues in designing the regulatory system. Mohsin Khan I am not persuaded that state-owned banks can be completely insulated from political interference in making their lending decisions. It will take me too long to illustrate this from Indian experience. Suffices it to say that at least one of the Indian state-owned banks has been recapitalized, not once, but several times. There can be no doubt that such repeated recapitalization sends the wrong signal to banks that they will be bailed out even if they run out of capital because of their poor investment decisions. The point is that as long as the state owns the bank, there is no way to prevent reaccumulation of non-performing assets once the previously accumulated stock is cleaned up.
For lack of space I am not discussing interesting features of privatization and regulation in other infrastructures such as roads, ports, railways, etc. Needless to say that in a globalizing world, if we are to be competitive, our transport and communications networks also have to provide efficient services at competitive costs. There is no doubt that a poorly functioning and relatively expensive infrastructure inhibits private investment. In the era of largely publicly owned infrastructure, public investment in that sector crowded in private investment. With public investment declining, the privatization and reform of infrastructure lagging, accelerating growth is a daunting task. There is a long way to go in reforming these activities. Let me conclude the discussion of regulation by flagging a deeper issue: regulatory agencies have executive, judicial, and sometimes even legislative functions. Their exercise of those functions could come into conflict with the branches of government to whom constitutions normally assign these functions. Clearly, independence, autonomy and credibility of the regulator would be destroyed, if the agency were to report to the relevant ministry, and the minister or bureaucrat could override its decision. On the other hand, absence of legislative oversight, and access to the judicial system for appeal against its decisions, would be inappropriate. Again, designing a system of oversight that is feasible, credible, transparent, and seen as legitimate in our context is a complex task.
Privatization in Pakistan
Hasan (1998, pp. 289-91) , in his brief discussion of privatization and private sector development programme of the early nineties in Pakistan, points out that the main objectives of the programme "were to reduce the drain of government resources caused by losses of stateowned enterprises and to create great opportunities of private sector investments because the public sector resources for development had become very [scarce] scared (sic)" (p. 289). He noted that the agenda of privatization covered not only industries but also banks, telecommunications, and power generation. After reviewing the pace and extent of privatization since the creation of the Privatization Commission in January 1991, he concludes that "the delays in implementation of the privatization programme were to some extent natural, but they also reflected institutional weaknesses of the government and the Privatization Commission.
The result was that the actual transfer of control of assets from the public sector was quite modest, the exception being the two commercial banks" (p. 291). He is critical of the fact that the "large proceeds [from privatization] . . .should have been used mainly to retire public debt . . .
[but] instead, they were used to maintain unsustainable levels of public expenditures and current account balance of payments deficits" (p. 291).
Whether a public enterprise is losing (or making) money is not in itself an argument for its being privatized (or not)--the real issue is whether there is a good rationale for an enterprise to be in the public sector. However, implicit in this argument is the idea that if there is a convincing social rationale for an enterprise to be in the public sector, any losses incurred (or profits earned) by it should be financed (used) in a non-distortionary fashion. Such financing is unlikely to be feasible in our context. This being the case, in evaluating the social rationale for an enterprise to be in the public sector, one has to take into account the social cost of financing its losses through distortionary means. Be that as it may, many of our public enterprises lose money, and have no social rationale for being in the public sector in the first place. As such,
Parvez Hasan (1998) is right in viewing their losses as avoidable drain of public resources. The case for using privatization revenues for retiring public debt is largely based on political economy grounds, and much less on economic logic. Hasan must have had political economy arguments in mind when he expressed his preference for using the revenues for retiring public debt. to the extent public enterprises employ far more workers than would be economically justified, any restructuring prior to privatization in the expectation of realizing higher sale value for the enterprise would naturally involve reduction in employment, and this reduction has more to do with over-manning in public enterprises than to privatization per se.
I do not mean to dispute the facts as reported by Dr. Kemal. But I do have strong reservations on his implicitly attributing the observed changes between the two periods to privatization. Explaining the observed changes will require a more elaborate econometric exercise. The contribution of privatization is simply the difference between what would have been the performance of public enterprises in the post-privatization period, had they remained in the public sector, and their actual performance as privatized enterprises. This obviously involves doing a counterfactual analysis, which can be done in alternative ways. One way would be to model the determinants of enterprise performance, including factors exogenous to ownership as well as ownership. The impact of privatization is then the effect of ownership change on performance, conditional on or controlling for other factors. Another is to compare privatized firms with two control groups consisting of firms that were privately owned always and publicly owned firms that are expected to remain so. An alternative is to use a difference-in-difference method: it compares the change in performance of privatized enterprises in the postprivatization period relative to the pre-privatization period with the change in performance of public enterprises, otherwise similar to the privatized ones, but which were not privatized. My point is simply that Kemal's before and after comparison is methodologically problematic. This does not necessarily mean that his conclusions would be overturned if an appropriate methodology had been used. However, I believe otherwise--an appropriate analysis would have shown a positive but modest outcome from an admittedly modest privatization.
Conclusion
Let me conclude. It is evident that the process of privatization and regulation in South Asia has not gone far and has run into problems, many of which could have been anticipated. In particular, some of the expectations about the benefits of privatization were either misplaced or were based on a lack of appreciation of the severe constraints of political economy and governance that undercut the potential benefits of privatization. Gopal Joshi (2000) suggests three general reasons why privatization is being pursued:
• Greater economic democracy through increased private initiatives in economic activities.
• Achieving higher levels of economic growth and employment.
• Reducing budgetary deficits.
This illustrates what I mean by misplaced expectations about benefits of privatization. It should be obvious that privatization, limited in extent as it was, could not be a significant determinant economic growth, employment generation, and economic democracy. I illustrated how our draconian labour laws in India and Pakistan constrain the restructuring of staffing of privatized enterprises and thus reduce potential benefits from privatization. However, I believe that once we modify our expectations realistically and allow for the politico-economic-social constraints, even our own experience with privatization, properly analyzed, would show its positive effects.
As much the lesson that we should draw from our experience is not that privatization has been a failure but only the constraints on achieving its potential benefits have to be removed. This is all the more urgent now.
The contemporary economic scene in India and Pakistan is sobering. In India, economic growth after reaching a peak of 7.5% per year in 1996-97 has since slowed down to as low as Table 2 .2). In my darker moments, I fear that an Indian growth rate might be converging to its twenty-first century "Hindu" rate of growth, which I estimate as around 5% per year, given the structure of India's economy now as compared to the 1950s. Pakistan's growth performance in the 1990s has been poor. What is disturbing is that India and Pakistan, at their stage of development, instead of having current account deficits financed by sustainable longterm capital flows, are actually having current account surpluses. Also, both are accumulating foreign exchange reserves--India's reserves crossed $80 billion in early June 2003, and Pakistan's also is rising. While it is prudent to hold reserves to smooth fluctuation in trade and short-term capital flows, I am not convinced that one needs reserves worth a year's level of imports or more for this purpose. Moreover, India's short-term external debt now is only 5.4% of reserves. The cost of holding reserves is the foregone returns relative to alternative investments-even if reserves are invested well, this cost is unlikely to be negligible. In other words, even a generous allowance for the insurance provided by reserves would not raise the marginal returns from an extra dollar of reserves to the potential returns from alternative uses of resources in our economies. In both our countries, fiscal deficits as a proportion of GDP are high and rising. This has not resulted in rising current account deficit (on the contrary, current account is in surplus) or in significant inflation. Interest rates have not risen--in fact, they have gone down, at least in India. Neither India nor Pakistan are favorite destinations for foreign investors--a relatively small economy such as Thailand attracted $3.8 billion of FDI in 2001, even after undergoing a financial crisis, more than India's $3.4 billion (World Bank, 2003, pp. 268 and 520). My inference from all these macroeconomic facts is that all is not well with the investment climate in our region--using Keynes's memorable phrase, "animal spirits" seem to be conspicuously down.
The poor investment climate, in my view, reflects in large part our failure to sustain and deepen our economic reforms and integration with the world economy. It is important to recognize that privatization opens up avenues for production investment by domestic and foreign investors. Unlike Latin American countries, we have not used privatization as a means to attract FDI. A transparent and purposive privatization process would help revive "animal spirits." Private investment would be attracted to labour-intensive activities in which our economies have a comparative advantage and would thus promote growth and alleviate poverty. Turning to integration with the world economy, India's share in world exports fell from around 2.5% in 1948 to a low of 0.5% in the early 90s. After reforms of 1991, it has climbed to 0.8% in 2002, whereas China quadrupled its share from about 1.25% in 1980 1.25% in to 5.1% in 2002 1.25% in (WTO 2003b . I am afraid the mindset of our policy makers, bureaucrats and the elite, is ambivalent about the virtues of liberal foreign trade and integration with the world economy, and more generally, of the market mechanism. It is well known from the Theory of the Second Best that as long as distortions continued to be present, reforms that otherwise would have been beneficial could be welfare worsening. The fact that significant distortionary trade and other barriers still exist in our economy undoubtedly diminish the potential benefits from our economic reforms.
The travails of our privatization efforts, problems with the creation of appropriate regulatory structure, and the failure to tackle our serious governance problems are all reflections of the constraints of our political economy. I do not wish to minimize the reforms that we have been able to put in place over the last two decades. But our competitors in the developing world have gone farther than we have. Unless we renew our commitment to further reforms, pursue globalization and privatization seriously, address our governance problems, prevent the dead hand of bureaucracy and populist politics from stifling the economy, and above all create an environment in which incentives to invest in human and physical capital, innovate and compete are abundant, there is no hope of accelerating our rate of growth and sustaining it at a rapid rate for long. And if we fail to achieve sustained and rapid growth, we will be failing our people by condemning them to a continuing poverty from which millions in East Asia and China have escaped, a failure for which history will not forgive us.
